INTRODUCTION
Wells Fargo, the country's largest mortgage lender, recently paid about $175 million to settle claims that it steered more minority borrowers into riskier mortgage products than it did white borrowers with similar credit risks. 1 According to data revealed during the Department of Justice's investigation of this alleged wrongdoing, black borrowers who qualified for a plainvanilla loan were nearly three times more likely to take out a subprime loan than similarly situated white borrowers; Hispanic borrowers were about twice as likely. 2 The Wells Fargo bankers allegedly targeted vulnerable consumers-"those with less education, without previous mortgage experience, or without fluent English"-for riskier and more expensive loan products. 3 Minority borrowers also paid more in broker fees than white borrowers: in 2007, for instance, black and Hispanic borrowers in Chicago paid between $2,000 and $3,000 more in broker's fees (on $300,000 loans) than similar white borrowers. 4 More generally, the use of riskier mortgage products expanded dramatically during the housing boom of the early 2000s. From 2000 to 2006, the number of borrowers who qualified for conventional mortgages but nevertheless took out subprime adjustable-rate mortgages increased by approximately 50 percent. 5 Many of these mortgages were interest-only, requiring no or very little down payments, and requiring no income verification. Millions of these mortgages became unsustainable when house values started to fall. 6 When the housing market turned for the worse shortly thereafter, thousands of borrowers were forced into default. As of late 2011, nearly 30 percent of mortgagors were "underwater," meaning they owed more than their homes were worth.' This series of events led to huge losses for individual borrowers and for the economy as a whole. Indeed, according to one study, mortgage fraud caused losses of about $112 billion over the three-year period from 2005 to 2007.8 The Financial Crisis Inquiry Commission put it bluntly: "Lenders made loans that they knew borrowers could not afford." 9 The regulatory response has been twofold. To get at the most egregious cases of abuse, federal and state prosecutors have brought many lawsuits alleging fraud by mortgage brokers and others in the mortgage supply chain. 10 These lawsuits are important, but cannot be the only response to misbehavior in mortgage markets. Many activities that fell short of fraud resulted in significant consumer losses, including foreclosures, loss of paper equity, and dashed dreams. For example, it is not necessarily fraudulent to sell someone a mortgage for which that person is ill suited. The line between salesmanship or persuasion and fraud is blurry, but much undesirable conduct is not illegal. If disclosures are made, if the terms are customary, and if the deal is neither unconscionable nor discriminatory, then courts will likely not punish the seller. Fraud requires intent to deceive, which is difficult to prove under these circumstances." Yet many of these nonfraudulent practices led to significant-and potentially avoidable-consumer losses.
To get at the nonfraudulent but undesirable set of cases, Congress passed two significant pieces of legislation. The DoddFrank Wall Street Reform and Consumer Protection Act 1 2 (the "Dodd-Frank Act") created a new administrative agency, the Consumer Finance Protection Bureau (CFPB), to regulate mortgage lenders and mortgage transactions, among other things. 13 As discussed below, the Dodd-Frank Act also established fiduciary duties for mortgage lenders, regulated rates, set minimum standards for loans, prohibited certain types of loans and fees, and created a new bureaucracy to educate consumers. 14 The newly created CFPB, along with various federal and state bank regulators, administers these changes and programs. To give one instance, in 2012, the CFPB issued the Qualified Residential Mortgage rule (QRM), which provided a legal safe harbor for lenders who issue loans meeting the QRM standard, including a debt limit of 43 percent of borrower income, a cap on mortgage points and fees of 3 percent, and other rules. 15 The other significant statutory reform was the Secure and Fair Enforcement for Mortgage Licensing Act of 200816 (the "SAFE Act"), which created a new federal licensing scheme for mortgage brokers.' 7 Prior to the SAFE Act, mortgage brokers were licensed by state regulatory authorities, if at all. About one-third of the states, including large states like California, did not even require mortgage brokers to be licensed. 18 This prompted Senator Dianne Feinstein, a co-sponsor of the SAFE Act, to draw an analogy to securities brokers:
When someone buys 100 shares of stock, they must go through a licensed securities broker. . . . Until recently, some purchased their home-a far more valuable assetthrough an independent mortgage broker or lender who may have had a criminal background or no license at all. This lack of accountability enabled unscrupulous brokers to commit fraud at the expense of unsuspecting homebuyers.1 9
Under rules implementing the SAFE Act that were promulgated by the Federal Reserve Board, the Federal Deposit Insurance Corporation, the Comptroller of the Currency, and several other federal agencies, mortgage brokers must obtain a unique federal number, undergo a background check, and be fingerprinted. 20 In addition, states are required to have licensure regimes, and nonbank brokers must obtain a state license. 21 Senator Feinstein's analogy between securities and mortgage brokers raises an interesting issue, which is the subject of this Article. While it is true that securities brokers are licensed and heavily regulated, the regulation is conducted by a private, nongovernmental corporation known as the Financial Industry Regulatory Authority (FINRA). 22 Although FINRA is a relatively young organization, it is merely the latest form of stockbroker self-regulation, which has existed since the late is John Gittelsohn, U.S. Mortgage Brokers Get Criminal Check, Tests Under New Rules, Bloomberg (Bloomberg July 21, 2010) , online at http://www.bloomberg.com/news/ 2010-07-21/mortgage-brokers-get-criminal-checks-with-new-u-s-rules-to-cut-loanfraud.html (visited Sept 15, 2013 eighteenth century. 23 In contrast, Congress has responded to misbehavior in the mortgage brokerage industry by establishing new government regulators, mostly at the federal level. In other words, in response to alleged broker misbehavior in stock markets (in the 1920s), Congress chose a nongovernmental regulator; while in response to alleged broker misbehavior in mortgage markets (in the 2000s), Congress chose a governmental regulator. This Article proposes an alternative to direct government regulation of mortgage brokers: self-regulation of the mortgage industry that mimics the arguably successful self-regulation of the securities industry that has occurred over the past two centuries. Although not without its problems, self-regulation of securities brokers operates more efficiently than government regulation. For example, self-regulation allows for industry expertise to be deployed at low cost and is built on trust and reciprocity, which reduce enforcement costs. In addition, selfregulation locates power at its smallest point (a feature known as "subsidiarity") and encourages efficient resolution of disputes by ensuring commensurable regulatory intervention. 24 Just as SWAT teams are not deployed to arrest jaywalkers, so too does it make sense to handle small-scale violations with nongovernmental sanctions. Most crucially for the mortgage industry, self-regulation is capable of policing behavior that does not rise to the level of fraud but is nevertheless socially undesirable.
This latter benefit-the ability to police ethics-is the reason self-regulation of securities brokers survived the New Deal legislation that radically reformed securities regulation. By and large, government can operate satisfactorily only by proscription. That leaves untouched large areas of conduct and activity; some of it susceptible of government regulation but in fact too minute for satisfactory control; some of it lying beyond the periphery of the law in the realm of ethics and morality. Into these large areas of self-government, and self-government alone, can effectively reach. 25 Specifically, when brokers act in ways that are legal (that is, nonfraudulent) but not in the interest of their clients, their fellow brokers have the power to discipline them, including the levying of fines and the removal of licenses. If all that were available to regulate the sales of securities were statutory proscriptions against fraudulent conduct, Douglas argued there would be socially undesirable amounts of customer losses. While society tolerates puffery, aggressive sales tactics, and convincing people to buy things that aren't necessarily good for them in most consumer transactions, the idea is that securities are too complex, too important to the larger economy, and too significant in terms of potential losses for sales to be unregulated or regulated only by fraud.
Consider, for instance, the way in which stock broker selfregulation deals with behavior analogous to the nonfraudulent mortgage behavior described above. Securities brokers are under an obligation to ensure their recommendations are "suitable" for their customers. 26 A broker who puts a poor widow in a speculative penny stock will likely lose his license and be barred from the industry. This is true even if the widow asked to be exposed to the risk and the broker's actions did not rise to the level of fraud. And it will be other members of the industry who throw him out. Because all brokers suffer from the presence of bad apples in the industry, they rationally want to raise the standards of behavior. If it were left to government to police this transaction, brokers would ironically have much greater leeway to recommend unsuitable securities, since fraud is much more difficult to prove than a lack of suitability.
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The ability to use suitability to police bad (but nonfraudulent) behavior is just one example of the ways in which self-regulation can be more powerful than government regulation, and it has particular appeal in the mortgage industry where consumers may be particularly vulnerable, as recent experience has shown. Yet the analogous scenario in mortgage lending-putting a borrower in a mortgage that is not suitable for his financial position-cannot be punished the same way; in fact, it is much more difficult for government regulators to get to this conduct, even though the downside may be far worse for the consumer.
Government regulation has serious weaknesses. As Chairman Douglas argued, government regulation is too blunt to police ethics efficiently. Current law-requiring intent to deceive, which is difficult to show-forbids a federal suitability scheme, and passage of a federal statute that would permit the government to do so is unlikely. Moreover, even if such a statute were passed, government regulation of this interstitial activity would still be less efficient than self-regulation. For one, the Constitution applies to government action, while private regulation is not subject to due process limitations and other restrictions on searches and testimony. In addition, if brokers are forced into a defensive crouch and must don legal armor for every compliance issue, then the costs of regulation are likely to increase. Given such a hostile dynamic, there will be no such thing as informal enforcement.
The rules issued by the CFPB to date (and that are under consideration) also point to another weakness of government regulation-a one-size-fits-all approach designed to limit losses (including political losses) given the constraints of government enforcement of the rules. In other words, rule makers understand the inherent limitations of government enforcement, and therefore must write rules that will be optimal under those circumstances. The new QRM rules, for instance, are thought to be effective bans on a vast amount of former and current mortgage activity. Mortgage bankers report that the new rules will further constrict lending to only the most qualified borrowers, and even then, not for certain types of loans available in the past.
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This may be why the market for subprime mortgage loans has dried up entirely, while the markets for other types of subprime credit, which are not subject to the new regulations, have begun to thrive. 28 There may be borrowers for whom subprime mortgage loans are appropriate, but the banks and brokers may fear lending to these borrowers on terms that may later be judged, by juries or prosecutors, to be fraudulent. This fear would be lessened if other mortgage brokers sat in judgment of lending decisions. Compared with industry outsiders, other brokers have better information, and therefore are likely to be more trusted by the accused.
The argument in this paper is that, however effective the federal approach to mortgage industry regulation is likely to be, there are aspects of such regulation that would be better administered by the industry itself, subject, of course, to oversight by the government to protect against the threat of cartelization by industry insiders. To make the case for selfregulation as a compliment to government regulation in the mortgage industry, this Article proceeds as follows: Part I briefly discusses some of the problems that occurred during the recent mortgage crisis, comparing these problems to pathologies in the securities markets. Part II discusses in more detail the reforms implemented to reduce losses in the mortgage market, pointing out some pros and cons. Part III then offers an alternative: selfregulation of the mortgage industry, drawing on the experience of self-regulation in the securities industry. This Part does so by briefly discussing the FINRA example, looking specifically at how the doctrine of "suitability" is an important concept that could be deployed in the mortgage context. Part IV offers some tentative conclusions.
I. POTENTIAL PROBLEMS IN THE MORTGAGE INDUSTRY
This Part briefly explores the various pathologies of the mortgage market as it existed prior to the regulatory reforms of 18/housing-industry-awaits-down-payment-rule-for-mortgages.htm (visited Sept 15, 2013). Interviews of several mortgage bankers and independent mortgage brokers conducted by the author in January 2013 support this view.
m See Jessica Silver-Greenberg and Tara Siegel Bernard, Lenders Again Dealing Credit to Risky Clients, NY Times Al (Apr 11, 2012) ("The push for subprime borrowers has not extended to the mortgage market, which remains closed to all but the most creditworthy.").
the Dodd-Frank Act, the SAFE Act, and the rules promulgated thereunder.
A. Baseline Problems
Buying a home is the largest and most important consumer transaction most Americans will ever make. Although the government strongly encourages homeownership, 2 9 investing in an individual house is also one of the most foolish investments one can make. There are at least four reasons for this.
First, for nearly all Americans a housing investment is undiversified, making it particularly likely to cause losses for the homeowner as investor. If house prices fall in one's neighborhood, the losses are generally not offset by potential gains elsewhere, since a person typically does not hedge her investment in a house with an offsetting portfolio of other investments, whatever those might be. In contrast, when most people invest in stocks or other securities, they do so in a diversified way, holding a basket of uncorrelated bets, such as those offered by mutual funds, which neutralizes the idiosyncratic risk of investment in a particular company. 30 As a matter of uncontested theory, investing in a house is a terrible idea.31
Second, a housing investment is illiquid. Selling a home into a downwardly trending market is time consuming and can result in a sharply reduced price. In addition, moving entails financial, social, and psychological costs that reduce the ability of individuals to get out of housing investments quickly. Individuals may endure large losses in housing investments that they would not in other areas because their jobs, friends, school, social networks, and other aspects of their lives are wound up in where they live. If a city or neighborhood starts to decay and home prices begin to drop, any unwinding of the investment will
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The decision to buy (rather than to rent) a home is one encouraged by years of federal tax policy, various federal statutes, and by a variety of quasi-governmental agencies set up during the Great Depression to help people realize the "American dream" of home ownership. take time and likely generate far larger losses than if the investment were in a similarly collapsing stock or bond.
Third, housing investments are often quite complex. While long-term, fixed-rate mortgages with 20 percent down payments were the norm for generations, the high interest rates of the 1970s and the financial innovations of the past few decades have dramatically expanded the number of mortgage products and the menu of choices available to borrowers. 32 Adjustable-rate mortgages, which became common in the early 2000s, are one example. The recent housing boom also saw the use of teaser rates and complex interest rate formulas tied to indices such as LIBOR and huge variation in the down payments and terms of typical loans. 33 As complexity increases, vulnerable borrowers will suffer greater expected losses, both because of mistakes and because they will become targets of unscrupulous brokers.
Fourth, innovation made housing more readily available as an investment, but with increased risk. During the subprime mortgage boom, the quality of mortgage underwriting fell dramatically. Down payments averaged just 2 percent in 2005, compared with 20 percent over the past several decades. 34 In that same year, almost half of buyers made no down payment at all. 35 These investments may have made sense for some investors, but for those investors who were lured into homes based on false assurances of ability to repay, the results were the loss of more suitable investment opportunities and residential displacement.
The bursting of the housing bubble in 2008, which led to the worst financial crisis in the past eight decades, is a stark example of the danger of investing in housing. In the past few years, consumer losses from investments in housing have been substantial. Recent experience suggests the process of buying a home is fraught with potential pitfalls for consumers and that financial innovation had the effect of pushing losses further down the income distribution, to parties less able to bear them.
B. Potential Market Pathologies
A variety of potential pathologies or pitfalls exist in the mortgage market. Importantly, these are quite similar to the problems that occur in transactions involving consumers investing in securities.
First, there is widespread ignorance on the part of consumer-investors. As noted above, news accounts are filled with stories of homeowners allegedly duped into taking out mortgages they could not expect to pay, especially after teaser rates expired. 36 Some recent evidence bears out this claim. Kristopher Gerardi, Lorenz Goette, and Stephan Meier found in a 2010 paper a "large and statistically significant negative correlation between numerical ability and various measures of delinquency and default" on mortgages. 37 They found that foreclosures were two-thirds less likely for individuals with the highest facility with numbers than for individuals with the lowest facility, even after controlling for social and economic differences. 38 Strikingly, nearly 30 percent of the worst performers on simple math questions believed they had fixedrate mortgages while they actually had adjustable-rate mortgages.
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This problem of vulnerable consumers is present in the securities context as well. A recent Dodd-Frank Act-mandated study on financial literacy, conducted by the SEC, found a stunning lack of basic financial literacy among average If I am permitted a personal anecdote, during the height of the housing bubble, a broker offered to reduce the payments on my mortgage by about 30 percent using a loan with a 1 percent teaser rate. When I asked what happened after the teaser rate expired in three months, he told me he would automatically roll over the loan to another lender offering a similar teaser rate. One can see how this type of deal could be particularly appealing, especially for those without knowledge of financial markets. investors.4 0 The report concluded that "investors have a weak grasp of elementary financial concepts and lack critical knowledge of ways to avoid investment fraud." 4 1 Other reports support this finding. In 2009, FINRA's survey of investors found that only about half of those surveyed understood that investing in a portfolio of securities (through a mutual fund) provides a safer return than investing in a single company. 42 Second, bad actors in both the mortgage and securities brokerage industries target particularly vulnerable types of individuals. The archetypal case of a broker taking advantage of widows and orphans is not just the stuff of legend. Many of the cases pursued by FINRA, alleging fraud or less, involve vulnerable individuals, be they unsophisticated, inattentive, non-English speakers, or the like. The same is true for the mortgage industry, as noted above. The reason these individuals are targeted is plain. As Gerardi, Goette, and Meier noted, individuals with poor math skills make easier prey. In addition, the elderly generally have worse financial literacy. For instance, in a 2007 study by the Investor Protection Trust, nearly 50 percent of elderly investors mistakenly believed securities registered with the SEC are therefore "safe" solely by virtue of such registration.
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While all investors may be equally vulnerable to outright fraud, unsophisticated investors-in mortgages or in securities-are more susceptible to nonfraudulent wrongs, such as making too many trades ("churning") or suggesting economically illogical investment decisions. These are the cases where policing ethics is vital.
Third, investors, and even courts and regulators, may be ignorant about the nature of good regulations. More specifically, the type of information and protection investors say that they want is often not what they should want. believed they needed trade confirmation information about "whether their financial intermediary received compensation from a third party for sending the order to them [or] the capacity in which their financial intermediary acted."44 Instead, respondents preferred receiving information such as the price at which their stock trades were made. This may seem sensible, but it is not. The way stock trades are made by brokers leaves significant room for nonfraudulent advantage-taking, which would be revealed by the first type of information, but not the second. For instance, knowing whether the broker was paid by a third party to route a particular trade to a particular exchange or whether the broker was acting as a broker (that is, simply matching trades) or a dealer (that is, selling shares from his own dealer inventory) is essential to knowing whether the sale occurred at the best price available. Knowing the sale price will not reveal this information to the investor.
A good example is the case of Shivangi v Dean Witter
Reynolds, Inc. 45 An investor sued his broker for failing to disclose in a post-sale trade confirmation that the broker received higher compensation for trades in which the broker, Dean Witter, was a market maker 46 than for other trades. 47 The court dismissed the claim based on the conclusion that "the evidence did not establish that the compensation system affected the price of the stock."
48 In fact, the court noted that in the factual situation of the case, the "customer pays less than he would in [the other situation]." 49 But what the court missed, and what the SEC study suggests investors miss as well, is that the Dean Witter compensation system-which the investor did not know about-created an incentive for the broker to steer customers to stocks in which Dean Witter was a market maker. This served Dean Witter's, as opposed to the investor's, interest. 46 Market makers are brokers that agree to buy and sell stock at any price, thereby creating an orderly and liquid market for the security. This is in contrast to when the broker merely acts as an intermediary, matching a buyer and a seller. A broker prefers, all else being equal, to sell shares from the brokers' inventory, since this reduces the risk of holding those shares. In other words, the broker may have given Mr. Shivangi the best possible price on the worst possible stock. Neither Mr. Shivangi nor the court realized this possibility, but any broker sitting in judgment of Dean Witter would recognize the potential mischief.
The mortgage context is replete with similar examples. Individuals might press for clearer disclosure about the interest rate charged, when they would actually benefit more from other disclosures, such as those that would allow a mortgagor to determine whether the product being sold is one that is in the interest of the mortgagor or the mortgagee. Of course, the operative question then becomes who is best positioned to deliver the optimal disclosure to consumers. As an ex ante matter, there are reasons to believe the answer is other brokers, who have experience and expertise in these matters. In addition, brokers acting as industry policemen may be less susceptible to the political pressures of ignorant citizens or special interests, especially if the policing is done in a way that reflects the brokerage industry as a whole. In addition, ex post industry policing of disclosure-self-regulators sitting in ethical judgment of the kind of behavior in Shivangi-may be the lower cost option, as opposed to letting prosecutors try to make federal cases.
Fourth, it is quite tricky to sort between ex ante "rational" and "irrational" investment decisions, whether such investments are in securities or homes. Since disputes only arise when investments turn out badly, adjudications face a serious hindsight bias issue. Expertise, experience, and knowledge can make this problem less severe, and self-regulation is the most effective way of quickly and efficiently imbuing the adjudicative process with these qualities. Although self-regulation creates the potential for brokers to protect their own and subvert the regulatory process, this concern exists in any regulatory system-governmental or otherwise-as the large public choice literature demonstrates.
5 0 In addition, the FINRA experience offers a variety of mechanisms for reducing the risk of such selfserving behavior. 
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C. Summary
From this analysis of the problems afflicting the mortgage industry, four key points come into focus.
First, the problem of misbehaving brokers is a generic one. Whether the intermediary in the financial transaction is a mortgage broker or a securities broker, the potential for agency costs to translate into abuse exists just the same. There are faithful and unfaithful brokers; a key regulatory challenge is finding the most efficient way to differentiate between the two. Conditions and context matter, of course, but when it comes to the legal challenges, there are more similarities than differences between the two scenarios.
Second, it is in the rational self-interest of brokerage industry participants to regulate themselves. Unlike those industries where misbehaving actors impose costs only on those outside of the industry while benefiting their customers, 52 the misbehavior of brokers harms customers and thereby imposes costs on other brokers. The natural tendency of brokers to want to increase the overall quality of brokers in the industry can be used by the law-in a type of outsourcing transaction-to reduce the overall cost of regulation.
Third, the difference between good and bad brokers from a social welfare perspective is not necessarily something that can be cleanly differentiated by the law. Many of the difficult problems in brokerage relationships lie deep in the cracks, where legal rules are too blunt to operate. This is the point Douglas made in his speech in Hartford. 53 The law is adversarial, works from the outside in, is subject to constitutional constraints, is bounded by ex post facto concerns, and is made and administered by nonexperts. While judges may claim to "know it when they see it," individuals who do the same work every day for their living are much more able to see, and know when they see, unethical actions. In addition, by acting collectively through a sanctioned self-regulatory organization with a government imprimatur, this approach can overcome the problems associated with other private regulatory efforts.
5'
For example, when a factory emits pollutants that harm downstream or downwind farmers, but does not have to bear these costs, the factory's customers benefit through lower costs (paid by the farmers).
Fourth, the current model of securities regulation is a complex mix of public force and private ordering that tries to obtain the benefits of self-regulation while reducing the ability of self-regulation to become self-serving regulation. Douglas again provides the imagery-his model of self-regulation is one in which "[g]overnment . . . keep[s] the shotgun, so to speak, behind the door, loaded, well oiled, cleaned, ready for use but with the hope it would never have to be used." 54 The government has monitored and altered the nature of self-regulation in the securities brokerage context over the past century, guiding the self-regulatory process in a way ostensibly designed to improve regulatory efficiency.55 Although the New Dealers originally proposed displacing private regulation with government regulation, today's hybrid model prevailed and has thrived in large part because of the real efficiencies available from selfregulation in the brokerage context. 5 6 The next Part of this Article describes how the government's response to broker misconduct in the mortgage context unfortunately failed to use the analogous securities broker context as a model. Instead, the government's response deployed a pure governmental model.
II. MORTGAGE SOLUTIONS
In contrast to the continued use of private regulators to regulate stock brokers following the stock market crash of 1929, the federal response to consumer losses in mortgages has been purely governmental. There have been three primary responses to the problem of misbehaving mortgage brokers.
A. Litigation
The first response to mortgage broker misbehavior has been criminal prosecution by federal and state governments of brokers who committed fraud. Hundreds of these types of suits are now pending and countless other investigations are " William 0. Douglas In addition, the brokers forged documents and fraudulently obtained over $1 million in fees on tens of millions in phony loans. 60 The brokers are facing over 60 federal counts of fraud.
6 1 This lawsuit and others like it are justified, and any sensible regulatory regime will include criminal penalties for fraud. This Article's proposal for self-regulation neither precludes nor crowds out this type of regulation. Indeed, misbehavior in securities markets is policed by many different regulators-not just FINRA, but also the SEC, the Department of Justice (DOJ), as well as state regulators and prosecutors. Going after the worst fraudsters is an important government regulatory response, because government sanctions (including prison time) may be important where harm is large, where specific deterrence is important, and where general deterrence is served by imposing large penalties (for example, where the probability of detection is low).
62 Since self-regulation does not preclude government enforcement in cases where such penalties are warranted (and only available from government regulators), we can consider just the incremental gain from adding selfregulation to the regulatory mix.
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The Department of Justice (DOJ) has several working groups specifically focused on mortgage fraud. The important role played by self-regulation in these cases, however, is notable. Consider securities fraud: FINRA has about 150 professional staff and a sophisticated computer system that together monitor and investigate all stock transactions to identify suspicious trading activity.
6 3 These private "police" are not subject to the typical limitations on government investigators, which include both constitutional rules (for example, limiting searches, giving defendants rights to remain silent and to counsel, and so on) and civil service rules that set work rules, limit compensation, and the like. Although FINRA has its own internal constraints on investigations and prosecutions, these are much looser in all dimensions than analogous government actions because FINRA is not a state actor. Most obviously, this means the Constitution does not constrain FINRA. But, in addition, FINRA employees can be fired, can be paid for performance, and are not subject to as significant political constraints, since their actions bet the reputation of only FINRA rather than the entire US government. 64 Importantly, FINRA investigations can not only result in disciplinary sanctions, such as civil fines or license revocations, but also frequently lead to referrals to government agencies for civil and criminal proceedings. 6 5 B. Licensure In response to misbehavior by mortgage brokers, Congress also passed a national licensing scheme. The SAFE Act requires that all mortgage brokers obtain a license. 66 Before the SAFE Act, such licensure was a matter of state law, which was inconsistent, both as to whether a license was needed and, if so, as to the requirements to obtain and maintain one.
6 7 The SAFE Act draws a distinction between brokers employed by banks- "covered financial institution[s]"-and independent mortgage brokers. 68 The former are only obligated to register with the federal government as brokers under the Nationwide Mortgage Licensing System and Registry, which involves obtaining federal registration numbers, undergoing background checks, and being fingerprinted. Independent brokers, on the other hand, are required to obtain state-issued licenses as well as register with the federal government. 69 There is some logic to the distinction between bank and nonbank brokers. Banks are heavily regulated by various state and federal agencies and Congress may have reasonably believed that this supervision is sufficient to prevent the worst types of abuse by mortgage brokers. Even more important as an economic matter are the reputational constraints that operate on large banks and encourage intrabank monitoring of agents to ensure compliance with the law and the bank's internal rules. For example, it is unlikely any convicted bank robbers are working as mortgage brokers at Wells Fargo or any other bank.
But there is also a less charitable explanation of the different rules for bank-based brokers and independent mortgage brokers. Lower regulatory costs give banks a competitive advantage vis-A-vis independent mortgage brokers. 70 Under this view, arguments about alternative forms of regulation and reputational constraints are simply a convenient shield for the anticompetitive benefits of differential regulation. Banks therefore had an incentive to lobby Congress and other rule makers to design rules that give banks a cost advantage over their rivals.
Even if the licensure and regulation process for independent brokers is identical in cost to the process for bank brokers and only different in form, these regulations may still have an anticompetitive effect. To the extent that bank-based brokers have a larger asset base over which to spread regulatory costs, they will have a competitive advantage over independent brokers. 7 1 It may be the case that the regulation is designed to have exactly this effect-to drive independent brokers out of the business and to centralize mortgage brokerage at banks. If this is the case, it is not obvious why that is a policy improvement. Independent brokers, to be sure, perpetrated many frauds, but so too did banks. Moreover, independent brokers provide services and competition that may be valuable for certain segments of the market. If there exists a mechanism for efficiently regulating independent brokers commensurate with their risk and sensitive to the differential impact of regulatory costs, it would be preferable to use this approach, as opposed to a one-size-fits-all approach or an outright ban on certain transactions regardless of variable costs.
In contrast, FINRA licenses stockbrokers through a unitary system that is the same in every jurisdiction. 72 Brokers take one or more tests, depending on the type of work they want to do. 
C. New Agency, New Rules
Finally, Congress passed the Mortgage Reform and AntiPredatory Lending Act (the "Mortgage Act") as Title XIV of the Dodd-Frank Act. 5 The Mortgage Act delegates to the newly created CFPB, along with other federal regulators, the authority to interpret and implement provisions of the Mortgage Act. To date, about 40 percent of all consumer complaints received by the CFPB involved mortgages. 6 Although a full treatment of the Mortgage Act is beyond the scope of this Article, a brief discussion of its major provisions is instructive.
Subtitle A establishes residential mortgage loan origination standards, making brokers fiduciaries of their customers and regulating the maximum amount of broker compensation (known as a "yield spread premium"). 77 Under the old regime, some brokers were more highly compensated when they steered individuals to high-yield loans. 78 The steering and compensation provisions of the Mortgage Act are designed to remedy this problem.
Subtitle B of the Mortgage Act puts in place minimum standards for mortgages. 79 The law requires the Federal Reserve Board to issue regulations that, among other things, require brokers to consider a consumer's financial situation, such as his ability to repay, when making a recommendation.
8 0 These provisions apply to all loans, regardless of the size, rates, or fees involved. In the past, only certain types of loans carried this obligation. 8 1 Subtitle B also bans certain mortgage features, such as prepayment penalties and negative amortization, and protects consumers against the loss of antideficiency protection. 82 As discussed below, although these are sensible rules, they are better administered through a self-regulatory model of suitability than through federal statutory or agencybased rules. 83 Subtitle C deals with so-called high-cost mortgages, which are: loans whose interest rates exceed the average prime offer rate by more than 6.5 percentage points; arrangements where the points paid exceed $20,000 or 5 percent of the value of the property; or arrangements where prepayment penalties, among other things, exceed 2 percent of the value of the transaction. 84 For these types of mortgages, balloon payments, debt acceleration, and deferral fees are banned and late charges are restricted. 85 In addition, a mortgagee cannot issue a high-cost mortgage until it receives certification from a governmentapproved counselor that the consumer-mortgagor has been counseled as to the advisability of taking out the mortgage. 8 6 These counseling services have been developed, implemented, and monitored by the new Office of Housing Counseling, which was created by Subtitle D of the Mortgage Act. 87 The Office of Housing Counseling was established within the Department of Housing and Urban Development to educate consumers, certify counselors, and collect information about foreclosures and defaults on home mortgages. 88 The counseling requirements in the Mortgage Act seem designed to address the suitability concern raised above. However, the approach adopted by the Office of Housing Counseling is to impose itself as a neutral third party between a customer and a broker, rather than to impose the suitability obligation on the broker (as is done in the securities context).
The remainder of the Mortgage Act sets forth additional limitations on mortgage practices that were deemed to have caused problems during the recent mortgage crisis. Subtitle E, among other things, requires that taxes and insurance costs be escrowed for the first lien mortgage on a principal dwelling unless the borrower waives this provision in writing. 8 9 This rule is designed to avoid a homeowner's being "surprised" by large property taxes and insurance bills, which had been hidden by a broker trying to reduce the apparent borrowing costs. Subtitle F puts new obligations on appraisers and regulates the interaction among brokers, customers, and appraisers. 90 As noted above, the new QRM rules, which are not yet finalized as of this writing, are one example of the CFPB's governmental, rule-based approach to regulating the mortgage market. The current version of the QRM rules caps the available mortgage amounts as a percentage of borrower income, caps fees, and declares certain types of mortgages (including perhaps very large ones) as not protected by a safe-harbor against litigation. 9 1 Regulators are also considering a mandatory minimum down payment, 92 and mortgage bankers believe that the market will dry up entirely for loans not meeting the QRM standards. 93
D. Contrasting Approaches
The Mortgage Act and the SAFE Act are governmental responses, more particularly federal, agency-based responses, to the problems in the mortgage market. These two statutes ban a variety of activities and types of products, and the bans are enforceable by federal and state agencies, especially the CFPB. They also require various efforts at monitoring brokers and educating consumers, again to be done by governmental entities.
This approach stands in stark contrast to the approach taken by the New Deal Congress in the wake of the closest historical analog-the Stock Market Crash of 1929 and the ensuing Great Depression. Then, the solution was self- Id ("Whichever of these standards is the most conservative is the one that you're going to adhere to.").
regulation. 94 When Congress passed the Securities Act of 1933 and the Securities Exchange Act of 1934, securities brokers had been self-regulating for nearly 200 years and the idea of imposing a federal regulatory structure on the thousands of securities brokers was "a little bit like trying to build a structure out of dry sand." 95 With the Maloney Act of 1938,96 Congress chose to keep the self-regulatory model in place, and supplemented it with additional government oversight. In fact, the 1938 Maloney Act amendments to the Securities Exchange Act expanded self-regulation to cover several thousand previously unregulated brokers in the so-called over-the-counter market. In contrast, there was not a history of self-regulation of mortgage brokers for the Dodd-Frank Congress to use as its wet sand in building a new regulatory structure. Perhaps the mortgage industry lacked a self-regulatory organization (SRO) because mortgage lending existed largely within alreadyregulated banks. Independent brokers were a relatively small and new part of the mortgage game, which was traditionally played by banks, savings and loans, and other financial institutions. In contrast, self-regulation of stock brokers started in the late 1700s precisely because there was no existing regulatory apparatus in place. 9 8 The New York legislature made stock brokerage contracts unenforceable in 1792, necessitating private law as a mechanism for allowing the nascent brokerage industry to continue. 99 This was the seed that produced more than 200 years of continuous self-regulation. With no such necessity in the mortgage industry, perhaps other reasons for self-regulation-for example, to build industry reputation-were insufficient to generate a robust SRO for the mortgage industry. Whatever the reason, this lack of an existing self-regulatory tradition presents an obstacle to self-regulation for the mortgage 
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industry. But, as discussed below, it is not an insurmountable one.
III. AN SRO FOR THE MORTGAGE INDUSTRY
This Part proposes an alternative regime for regulation of the mortgage industry, namely, the creation of a self-regulatory organization analogous to those currently serving as the primary regulators of stock and commodities brokers. The trillions of dollars traded in US equity and commodities markets are regulated primarily by private, for-profit corporations funded by members of the industry and representing the industry. FINRA is the primary regulator of stockbrokers; the Chicago Mercantile Exchange (like other commodities exchanges) regulates brokers on its exchange. 10 0 Securities broker self-regulation has a long and successful history-almost two centuries-of regulating complex and perilous consumer transactions based on the rational self-interest of market participants. 1 0 1 In addition, a bill is currently pending in Congress to create a self-regulatory model for financial advisors. 102 The logic of self-regulation in these areas seems fairly applicable in the mortgage industry as well.
A. The Logic of Self-Regulation
There is a compelling argument for self-regulation in industries where brokers intermediate financial transactions. The argument is based on the self-interest of the brokers themselve.1 03 Self-regulation can be effective if the costs of misbehavior are borne generally by members of the profession, while the benefits inure only to the misbehaving members. This is likely the case where an intangible service, such as brokerage services or investment advice, is being purveyed and customers cannot readily distinguish ex ante between "good" and "bad" service. In the absence of the ability to do so, customers will discount the amount they are willing to pay by the probability of being cheated by a bad service provider. If good brokers cannot credibly signal their quality, they will be unable to charge the full price of their services and will therefore exit the market, reduce the quality of their service, or find ways to cheat, such as recommending excessive trading (known as "churning") in customer accounts. Accordingly, the overall quality of brokers will fall. Good brokers therefore have strong incentives to identify bad brokers or to remove them from the industry, since doing so would allow good brokers to charge more for their services.
Brokerage and other financial activity is amenable to selfregulation because the harm caused by bad brokers-the ones taking too little care or engaging in too much problematic activity-is primarily borne by the individuals who are in a contractual relationship with those brokers. When the broker cheats, the customer loses. 104 In contrast, when a factory pollutes, its customers gain because some of the costs of production are borne by others. Polluters therefore do not have strong incentives to police other polluters and thus selfregulation makes less sense in contexts such as environmental regulation.
To be clear, self-regulation is not a panacea. Regulatory failures abound in securities and commodities markets. Some of these are familiar to the public, like the Bernie Madoff Ponzi scheme and the meltdown of MF Global, while others, like the "back-office" crisis of the late 1960s, are not.105 But the fact that self-regulation is not perfect is not surprising or necessarily an indictment of it. The relevant comparison is not between selfregulation and Nirvana, but between self-regulation and government regulation. From that viewpoint, self-regulation 1' To be sure, there may be some risk-called systemic risk-that customers' losses will harm other customers, but for most brokerage deals, this "financial pollution" is minimal. seems attractive both in practice and as a matter of theory. 10 6
Self-regulation can reach behaviors government regulation cannot, and it can do it with lower costs and greater precision, given the expertise the industry itself can bring to bear on regulatory questions.
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Government regulation, of some form, is perhaps a necessary backstop against two obvious problems. First is the possibility that the industry will not be sufficiently diligent in protecting the public interest. The industry may be willing to tolerate certain policies among its members that are good for the industry but bad for society-but not apparent to customers or of sufficiently small size so as not to motivate them to collective action to remedy the problem. One example is the practicewhich existed for many years-of brokers quoting stock prices only in even eighths of a dollar, thus increasing spreads and therefore profits. 10 8 This "gentlemen's agreement" was revealed by an academic paper and then used by the government as leverage to change some practices of the SRO. 109 There is always a risk of cartelization when an industry acts collectively, but this is simply another cost that must be compared with the benefits of self-regulation. Monitoring self-regulation to ensure the regulation does not become a shield against more effective government regulation or a tool of industry self-interest (or the self-interest of subgroups within the industry) is an important governmental function.
The second potential problem with self-regulation is the necessary limitation on the types of penalties that private regulators can impose. This suggests an inevitable role for government as well. Only the government can impose criminal sanctions, and the work of Gary Becker suggests that for certain, hard-to-detect violations, criminal sanctions may be necessary to ensure optimal deterrence. 1 10 Large fines may also work, but these have been subject to recent criticism in the self- regulatory context"' and, in any event, are not likely to be effective against individuals or small brokers with few assets and reputations that are not very valuable. Despite the necessity of government involvement, self-regulators are currently playing a vital-if constitutionally suspect-role in ongoing criminal investigations, such as those for securities fraud and insider trading. Even if self-regulation is rendered less effective by further curtailment of its ability to collect fines (other than merely using fining as leverage), or by constraints on its ability to partner with government agents without complying with the Constitution, there is still a vital regulatory role that can be played (and would be played) by industry selfregulation in the area of ethics policing.
B. FINRA
In Becoming the Fifth Branch, William Birdthistle and I describe in detail the reasons why self-regulation started and has flourished for securities brokers, using FINRA as a sustained example. 11 2 FINRA is a private, for-profit corporation funded by securities brokers. It is the combination of the old National Association of Securities Dealers and the selfregulatory arms of the stock exchanges, such as the New York Stock Exchange. FINRA writes rules-its rulebook is 1374 pages of 8-point font! 1 3 -audits brokers, investigates brokers for violations of its rules and federal and state law, brings enforcement actions, sits in judgment of brokers accused of rule or law violations, manages an arbitration process involving thousands of cases per year, and engages in widespread broker and customer education.1 14 In short, FINRA does nearly 
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[ 2013 everything that the SAFE Act and Mortgage Act require of a variety of state and federal regulators, plus much more.
FINRA does so in a manner that has significant benefits over a governmental regulatory model, at least in this case in which the industry's incentives are more aligned with social goals than could be said in other industries. FINRA employees are not civil servants, so they are not subject to the limitations on compensation and promotion that may reduce the efficacy of government regulators. 1 1 5 FINRA is managed by industry experts, meaning its rules and decisions are informed by inside information, as opposed to agency rules, which are informed only by the biased sample of industry expertise who participate in the Notice and Comment rulemaking procedures. FINRA prosecutors and judges are industry insiders to some extent, so they are more trusted than outside regulators would be; this lowers regulatory costs and reduces the possibility of type 1 and type 2 errors. 11 6 FINRA is also not subject to the Constitution, since it is not a state actor. This means that its audits, investigations, and prosecutions-including such punishments as taking away brokers' licenses and imposing fines-are not subject to constitutional or statutory rules that limit searches and compelled testimony, provide for representation by counsel, protect due process, and impose any of the other myriad protections those being investigated by the government have.
These advantages, especially expertise and freedom of operation, allow FINRA specifically, and self-regulation more generally, to get into the regulatory cracks alluded to in William 0. Douglas's Hartford Bond Club speech. 1 17 Being an ethics policeman is not a governmental function, but a private one: "Into these large areas[,] self-government, and self-government alone, can effectively reach." 1 18 To illustrate this, the next Part considers the doctrine of "suitability" for stockbrokers. Suitability is a good example of the kind of work best done by self-regulation and the kind of problem that severely plagued the mortgage industry. 
C. Suitability
"Suitability" is the core stockbroker duty. 119 The duty is easy to define: brokers have an obligation to take steps to ensure the securities they recommend to their clients are "suitable" for them. 120 Brokers who are adjudged to have made unsuitable recommendations to their customers are subject to punishment by the SRO such as fines, suspension, or a bar from the industry.1 21 In extreme cases, unsuitable recommendations may also amount to fraud and therefore result in heavy civil and even criminal liability.1 22 But because of the difficulty of proving fraudulent intent and the administrative costs of running a legal proceeding, as opposed to a private one, civil and criminal liability is rare. In addition to these ex post penalties-or more likely, because of them-firms also engage in private law enforcement by training and monitoring brokers to ensure compliance with the rules.
The typical objects of allegedly unsuitable investment recommendations are the proverbial "widows and orphans." The classic example of an unsuitable investment is a large holding of a speculative high-tech stock by an elderly widow on a fixed income. The personal circumstances of an investor are relevant to-and possibly determinative of-the amount of risk a broker recommends to that individual. 123 Younger investors should take more risk. They are currently earning money and have many years to continue doing so. They have more time for investments that start badly to recover. And they are less likely to have emergency expenses, such as large, unforeseen medical expenses. Young investors can therefore take bigger risks with their investments and still be relatively conservative in the long run. Older investors, by contrast, may be living on a fixed income and unable to bear large, short-term losses. Beyond age, several other factors are also relevant: for example, income, wealth, risk preferences, familial situation, employment history and prospects, and knowledge. A broker should take account of these to tailor recommendations to the circumstances of the individual investor. 124 The concept is simple enough: what is a good investment for a wealthy man of thirty may be a terrible one for that same man at seventy or a different thirty-year-old living paycheck-to-paycheck. The canonical cases are in just this vein. Consider the famous case Clark v John Lamula Investors, Inc.1 25 The broker recommended to a retired school teacher in her late fifties that she invest nearly her entire divorce settlement of $138,000 in junk bonds promising a double-digit return. 126 When the bonds dropped in value, the investor sued, alleging that the broker committed securities fraud by making an unsuitable investment recommendation. She won. 12 7 Although the case seems rightly decided on suitability grounds, the issue is not completely straightforward. Brokers rarely act without guidance, since they are in the business of pleasing their customers. In Clark, the plaintiff-investor instructed the broker to recommend an investment that would yield returns in excess of 10 percent per year.1 28 Investments yielding an expected 10 percent annual returns are not low risk.
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For a discussion of the contours of the suitability rule, see FINRA Regulatory So what was the broker to do? Most obviously, he could have given her what she wanted, based on his assessment that she was a competent adult capable of making her own decisions about her wellbeing. This course of action would position the broker as something between an advisor and an order takergiving guidance within narrow parameters set by the customer.
The broker could have instead substituted his own judgment for the investor's and refused to recommend a risky investment to her. Of course, this type of paternalism may be ineffective in terms of causing the customer to reduce her risk taking, but it would likely be quite effective at losing her as a customer. She could find another broker willing to risk the possibility of an unsuitability finding. That a customer might do this is a good argument in favor of a suitability rule of broad applicability. The original broker might be more likely to make a suitable recommendation knowing that the probability of the customer leaving was lower than it otherwise would be because of the increased cost on other brokers from making unsuitable recommendations. One problem with this explanation is that there will be brokers who value an unsuitability finding less than other brokers. For example, a high-quality broker would consider a ban from the industry a much worse outcome than a low-quality broker. Therefore the rule may do nothing more than channel the most vulnerable investors to the lowest-quality brokers. Even if the rule worked well and all brokers decided not to recommend a risky investment to her, the customer could always seek risk in other ways, perhaps by using the divorce settlement to gamble or open a small business.
Finally, the broker could have taken steps, such as disclosure or even persuasion, to convince her of the stupidity of her choice, but then, ultimately, done as she asked. This would be akin to the informed-consent model in health care. Doctors can recommend dangerous procedures, but only if they have the patient's consent based on fully and clearly disclosed information about the risks. 129 Doctors, like brokers, fill in an important intermediary role, given their advantage of information and expertise, and such a rule would harness this advantage without foreclosing choice on the part of the customer. Under this potential course of conduct, patients or investor-customers are viewed as the ones who should ultimately be making decisions that affect themselves.
In Clark, however, the court held that the neither the follow-instructions nor informed-consent approaches were legal. The court's position was that the only legal-that is, nonfraudulent-action would be to refuse to invest as the customer wanted. 130 Clark thus implies that brokers have an independent duty to prevent customers from making unsuitable investments. This means that risky investments that could be considered unsuitable bring with them an insurance against loss1 3 and that brokers who are adjudged to have made unsuitable recommendations may lose their livelihoods. This is a duty far beyond that which normally passes for acceptable conduct in brokered arrangements in other contexts. Outside of the securities context, courts do not routinely upset contracts entered into between consenting adults unless, for example, there is an allegation that a weaker party to the contract suffered from an informational disadvantage. And yet the Clark court held that the broker committed fraud by not convincing the customer not to take the risk she wanted to take and not refusing to fill her request. Perhaps the best we can say about Clark is that there will be examples of investments-like an older widow on a relatively low fixed income investing in risky bonds-that are so irrational that they cannot be the product of an informed and careful decision, but rather must be explained by broker opportunism. In other words, despite some evidence that the customer drove this investment choice, it is more likely that the broker's interests drove it.
Although suitability cases sometimes result in findings of fraud, they more commonly result in FINRA administrative sanctions. Take, for example, the recent case of Epstein v SEC. 132 The defendant-broker worked for Merrill Lynch, making mutual fund recommendations to Merrill's customers.1 33 He was compensated largely on commissions, which he earned when customers changed their fund allocations or moved from one 130 Clark, 583 F2d at 601. 131 If an investment drops in value and is later held to have been unsuitable, the customer can recover the investment losses from the broker. fund to another. 134 The majority of the broker's customers "ranged in age from 71 to 93 years old and were widowed, retired, and earned low annual incomes," yet he recommended that they incur relatively large transaction fees (meaning that he received commissions) by switching mutual funds, often into funds with higher fees.' 3 5 A FINRA hearing panel found the broker committed securities fraud and violated FINRA's suitability and professional conduct rules. 136 The National Adjudicatory Council (NAC)-FINRA's highest adjudicative body, which is comprised of fourteen members: seven nonindustry members, two large firm members, two medium firm members, two small firm members, and one at-large member-threw out the securities fraud, but barred the broker from the industry for making unsuitable investment recommendations.1 37 FINRA, acting through the NAC, engaged in private policing of ethics.
It is worth pausing for a minute to consider why the suitability doctrine is needed at all. After all, brokers do not generally have strong incentives to cheat their customers. No broker that consistently cheats its customers stays in business for long. Consider the Epstein case again. Although the broker in question was just a twenty-three-year-old recent college graduate, he was employed by Merrill Lynch, one of the oldest and most well respected securities firms in the world. Certainly Merrill Lynch valued its reputation in general, and with the specific investors in particular, and therefore had strong incentives to design its training, compensation, and supervision systems to avoid this type of situation.
But reputation may not work perfectly, even for large, wellestablished brokerages, not to mention smaller, less prominent ones. Insolvency is one reason. A broker who plans to leave the business after cheating customers is one who does not care about its reputation. Economists call this the "final period" problem; whatever work nonlegal sanctions are doing in preventing misconduct is reduced in the last period before a broker or firm leaves the industry. 138 an unsuitable recommendation to earn a commission might be an example, is likely to be greater in final periods. Of course, firms like Merrill Lynch survive longer, so they can be expected to manage employees in a way that reduces each employee's individual final period problem. 139 But inevitable agency costs within large firms mean these mechanisms will be imperfect. The broker in Epstein may not-likely did not-value Merrill Lynch's reputation as much as the firm as a whole did and therefore may privilege the value of short-term commission payments at the expense of the firm. Brokerages have incentives to police their agents, but this policing may be imperfect in the presence of monitoring and other transaction costs.
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This problem may exist at the firm level as well. The lack of firm-level incentives to take care and make suitable recommendations may be more acute for smaller brokerage firms. Take the extreme case of a firm with a single registered broker. The firm could start with low prices, cheat customers, and then go out of business, leaving losses to fall on innocent investors and society. This extreme case is probably fairly rare given the burden of qualification and the fact that such a firm is unlikely to attract many customers-or much money-in the first instance. But there are many documented cases of smaller firms acting unethically, specifically making unsuitable recommendations, such as in the penny stock business. 141 And it is common practice for brokers who engage in marginal conduct to switch brokerage firms with some frequency.
Moreover, even if the extreme cases are rare, the problem exists on a sliding scale, with firm size serving as a proxy for this type of potential problem. The smaller the firm, the smaller the firm's reputational capital and the smaller the incentive not to cheat. If this is right, then the problem could be large. FINRA has about 5,000 member firms, the overwhelming percentage of which are small firms with a few registered brokers. Final period problems that result from limited liability or within-firm agency costs may justify a prophylactic rule against offering unsuitable recommendations, such as the one currently found in FINRA Rule 2111. The rule is something that both investors and (good) firms would prefer to offer but it might not arise in a market of individual contracting. For investors, the costs of individually negotiating such a contract may be too high. Investors may not appreciate the issue in advance, may not want to take the time to write a contract to cover suitability concerns, or may fail to bargain for it for other reasons, such as systematic optimism bias. Firms too might prefer to agree to be bound by contract, but such a promise would be worthless without the agreement by all firms to be bound by a rule enforceable by a third party (for example, FINRA). This is where law can be a valuable tool, providing a mandatory rule that merely reflects what the parties would have agreed to, if given the choice and the circumstances of perfect information and perfect enforcement. In short, such a rule may be efficient and social welfare maximizing but not something that would arise without collective action.
As with other legal rules, the ideal suitability rule is one that mimics what the parties would agree to in the absence of such a rule.1 42 This should be considered from the perspective of both investors and brokers as contracting parties. For each of these relationships-investor-and-broker and broker-andbroker-the optimal legal rule is one that mimics what a private contract would in ideal circumstances. If free to contract about how they would like to be treated, investors might desire brokers to commit to make only suitable recommendations. This is a costly request, however, since faced with the prospect of liability for investments that turn out badly, brokers can be expected to charge investors for this commitment. If litigation were perfect and costless, then brokers would only be charging for the value of the service provided, but neither of these assumptions is realistic. In addition, some investors might not want to pay even a fair price for the commitment, preferring to take the risk of unsuitable investment. Sophisticated investors might fall into this category, which leads to another reason to support a one-size-fits-all suitability rule. Requiring sophisticated investors to pay for a suitability commitment that they value at less than cost is simply a subsidy from sophisticated to unsophisticated investors. If unsophisticated investors are less wealthy-meaning they are less able to pay the extra price for suitability protection but value it more highly than sophisticated investors-then this cross-subsidy might make sense. It would be a way of trying to level the playing field to make securities markets more accessible to all investors.
Brokers too might agree to be bound by a suitability promise in the absence of a rule requiring it. FINRA, acting as a rough proxy for its industry members, could be seen as expressing just this preference with its suitability rule. Being bound by such a commitment is a way of signaling the quality of the recommendations brokers make. This might be hard to do absent a neutral third party, such as the government or FINRA, acting as a credible enforcer of the promise.
A suitability rule may also serve as an efficient way for firms to reduce agency costs. The shareholders or managers of a firm may prefer that brokers only offer suitable investments as a way of increasing the firm's reputation and therefore profits. But shareholders and their agents may be unable to write perfect contracts or perfectly monitor brokers to ensure this. Externally enforced suitability rules may provide a valuable tool for shareholders, brokers, and customers. Governmental or quasi-governmental entities can provide penalties, like bans from the industry, that private entities cannot. Such penalties further deter offering unsuitable investments. In addition, it may be cheaper for third parties like FINRA to monitor this internal compliance. For one, there may be economies of scale in enforcement. FINRA's computers, which monitor trades of all registered brokers, may be better able to detect (albeit after the fact) unsuitable investments or to do so at lower cost than the same systems deployed at the firm level.
Managers may also be reluctant to discipline employees with whom they work closely on a daily basis, either because of personal bias or because of the perceived negative impact it may have on the psychological wellbeing of other employees. A culture of internal discipline can be highly negative and the possibility that intermediate-level, or even high-level bosses, would look the other way or tacitly encourage misconduct is a real risk. Third party enforcement reduces these problems, as well as provides managers with an excuse for restrictions or discipline. In the absence of a rule from the outside, a manager may be reluctant to monitor or discipline a broker engaging in questionable conduct; with an outside obligation, the manager can play the good cop to the FINRA bad cop, telling his employees that he is required to enforce the rule, not choosing to do so as a personal matter.
With this basic understanding of the doctrine of suitability laid out above, the next Part briefly considers applying this approach to the mortgage industry.
D. Application to the Mortgage Industry
As noted above, suitability concerns were a significant problem in the run-up to the collapse of the housing bubble and led to significant negative consequences in its wake. News reports are replete with stories of individual borrowers who took out mortgages that were too risky for their personal circumstances and deliberately more expensive and risky than necessary. Crucially, not all unsuitable mortgages amounted to downright fraud: some were more like mistakes, bets gone bad, or products of informational asymmetries, which will not support findings of intent necessary for fraud. Taking advantage is not always illegal, but it can cause serious customer losses, especially when the stakes are large.
The bluntness of the current approach could cut both ways. Most obviously, applying only fraud law to unsuitable mortgage investments may leave a significant number of socially undesirable activities unpunished. On the other hand, courts and juries may apply fraud law too liberally in some cases due to sympathy for individuals who have lost their savings or homes or due to ex post bias that leads to an erroneous finding of intent. The first problem results in underdeterrence of socially suboptimal behavior; the second problem results in overdeterrence.
Mortgage reformers recognize these problems and try to reduce them by banning many practices outright, interposing a new federal agency between brokers and their customers, and mandating more information disclosure to and counseling of clients. However, a significant amount of academic work has refuted disclosure as a remedy. 143 And the imposition of a fiduciary duty-even if broadly construed-has two problems in terms of its corrective ability. First, it is still a governmental approach, which raises the administrability, expertise, and efficiency concerns discussed above. Second, a fiduciary duty solution is likely overbroad, since it would prevent lots of behavior that is perfectly efficient for brokers vis-A-vis their customers and would therefore reduce brokers' services and raise the cost of a mortgage. For example, although securities brokers do not (currently) have a fiduciary duty to their customers, the suitability doctrine is still successfully deployed to police unscrupulous brokers.
However effective the federal approach to mortgage industry regulation is likely to be, there are aspects of such regulation that would be better administered by the industry itself, subject, of course, to oversight by the government to protect against the cartelization threat. For instance, all of the new activities required by the Mortgage Act and SAFE Act are already done for brokers by FINRA. FINRA operates an efficient and highly successful broker licensing and registration system, conducts audits widely regarded as competent, conducts investigations and prosecutions, and administers an enormous arbitration system, all of which have adapted to changes in the marketplace and been fairly well reviewed. For instance, in 2011, FINRA had nearly 3,000 employees providing direct oversight of securities brokers. In that year, FINRA examined and audited nearly 800 brokerages; it brought 1,488 disciplinary actions against brokers, barring 329 individuals and suspending 475 others; and it engaged in widespread public education about securities investing, including through over 100 grant-supported projects. of investment advisors, an analogous situation. 14 5 FINRA, as an example, has experience running an SRO and it has experienced staff and institutions familiar with examining brokers, bringing disciplinary actions, and writing rules that are designed to reduce losses in financial brokerage contracts.
But the SRO need not be FINRA or another existing broker. Being an SRO can be a profitable business. In two of the past three years, FINRA earned tens of millions in profits from its regulatory operations. 146 The start-up costs for an SRO are likely quite large-a report by the Boston Consulting Group estimates the startup costs for a self-regulator for investment advisors would be about $300 millionl 47 -but this could be justified for a business that generates $50 to $100 million in net income per year. 148 Moreover, Congress could underwrite some of the initial start-up costs, if necessary to create a vibrant SRO. This is not an extraordinary amount relative to the alternatives. The CFPB budget for 2013 is nearly $500 million. 149 Since about 40 percent of its work involves mortgages, this amounts to a crude estimate of about $200 million spent per year on mortgage regulation.1 5 0
This figure does not include the hundreds of millions spent elsewhere in the federal and state regulatory apparatus on mortgage regulation, whether it is through bank regulators (remember, brokers working at banks are subject to the regulatory authority of bank regulators) or the DOJ or state bank and mortgage regulators.
IV. CONCLUSION
The subprime mortgage market was prone to obvious abuse and excesses during the recent housing bubble, and this undoubtedly contributed to the Great Financial Crisis. Thousands of Americans, many who were particularly vulnerable to financial predators, took out loans that were ill suited to their financial condition. And, since a home is a vital component of human flourishing, as well as the biggest investment almost everyone will ever make, this resulted in enormous social losses. As described in this Article, the regulatory response has been to create a new federal agency, to ban many practices, to create a national licensing system, to impose a fiduciary duty obligation on brokers, and to require "counseling" to reduce mortgagor mistakes or bad judgment. This federal, law-based approach has completely dried up the subprime market, and imposed large regulatory costs on mortgage brokers. The federal response is blunt, relying as it does on federal agents to police mortgage transactions with bans or fraud as their primary tools.
This Article argues that there may be a better way of reforming the mortgage practices and efficiently differentiating between "good" and "bad" brokerage practices. Problems similar to those that exist in mortgage investments also plague securities investments, and brokered relationships in the securities context are regulated primarily by the industry itself. This model has been used for over two centuries, and it is has proved quite adept at bringing industry expertise to bear, at keeping regulatory costs low, and at trying to strike the optimal balance between the freedom of individuals to make investments and the paternalism necessary to ensure fraudsters do not take undue advantage of the vulnerable.
While self-regulation is not a panacea and may be ineffective, and in fact counterproductive, if not implemented wisely, this is true of all regulation. The central point of this Article is that there are significant efficiency gains, both in the delivery of goods and services and in the regulation thereof, from an effective deployment of self-regulation. It is not too late for Congress or the CFPB and other bank regulators to learn this lesson.
